A large and growing literature studies how multinational firms affect the economic performance of local firms on a number of dimensions, with an emphasis on productivity and export performance. This paper studies city-level data on Chinese trade to examine a new dimension of economic performance: how proximity to multinational firms affects the formation of new export connections, or the expanded diversity of product exports, by private Chinese firms. The results show that location near multinational firms, where firm activity is measured by presence, does indeed increase the formation of trade linkages by local Chinese firms. And this effect is especially strong when the multinationals operate in the same industry. However, multinational firms also appear to create congestion effects. The formation of new export transactions is curtailed when the value of multinational firm exports increases, which suggests that the scale of multinational operations has negative consequences for local factor prices.
Introduction
The general expectation that host economies will reap benefits from the presence of multinational firms has caused many countries to actively promote foreign investment within their borders. 1 One particular benefit that economists have studied is how proximity with multinational firms affects local firms' export capabilities. For example, Aitken, Hanson and Harrison's (1997) work on Mexican firms suggests that proximity to multinational firms increased Mexican firms' export probabilities. However, while work on UK firms by Greenaway, Sousa and Wakelin (2004) Feenstra (1994) and Feenstra and Markusen (1994) was related to the growth of Taiwan and South Korea. In addition, to the extent that new product introductions represent an expansion in the diversity of products sold, a country may expand its exports without depressing its terms of trade. {Kichun Kang. Joseph Tracy}. 
A Model of Export Behavior
To motivate the empirical analysis, I turn to Rauch and Trindade's (2003) Figure 2 The effect of multinational firms on search is represented by the refinement of search illustrated in figure 2. While partner introductions would still be a random draw, the random draw would come from a narrower interval, and the expected probability of finding an acceptable match would increase. While the two effects of multinational firms are at odds with each other, it is possible that they may still be distinguished . The information spillover effect is likely to be most closely tied to the market presence of multinational s, and hence the number of multinational firms operating in the local market. In contrast, labor market wage effects are likely to be related to the size of multinat ional firm demand in the local labor market. This is better approximated by a measure which describes the size of multinational operations, such as the value of multinational firm exports, rather than firm counts as an indicator of presence and potential contacts.
Estimation and Data
To estimate how proximity with multina tional firms affects export outcomes for Chinese exporters, I use the following specification to describe the creation of new trading relationships by private Chinese firms:
(1) C_New hct = a + ß 1 *RelInd_MNC hc,t-1 + ß 2 *RelOther_MN C hc,t-1 + e hct The dependent variable, C_New hct , is the count of new trade transactions at the HS8 product level, where h represents the HS2 industry, c the Chinese city or origin, and t the year. Since the dependent variable is a count measure, the regressions are estimated using negative binomial methods.
The key regressors of interest, *RelInd_MNC hc,t-1 and ß2*RelOther_MNC hc,t-1, represent the level of multinational activity in the city, by multinational s in the same HS2 industry, as well as the effect of multinational s in other HS2 industries, respectively. In both cases, the dependent variables reflect the size of the multinational variable for the city relative to the magnitude of the variable for all of China.
The error term is assumed to have two components. The first, ? hc is a city, HS2 industry fixed effect, while the second ? hct is an iid error term.
(2) ehct = ? hc + ?hct
The inclusion of HS2 Industry-City fixed effects is especially important for this analysis, since it is easy to imagine that there are a number of unobserved, and potentially unobservable factors that make some cities well-suited for some industries and not for others. The city-industry fixed effects allow one to control for the general attractiveness of a city location for export and FDI, thus enabling one to identify the effects of multinational firm activity from the time series variation in multinational activity in Chinese-citie s.
Data
The primary data for this project are based on HS 8 Chinese exports, as reported in the Customs General Administration of the People's Republic of China for 1997-2003. particular HS8 product to Germany in 1999, and then was observed exporting the product to the U.S. in 2000 for the first time, this expansion in destinations was included in the count. 5 The second factor that increased the count, arose when a city exported an HS8 product that it had not exported anywhere in the previous year. Since new product introduction may respond differently than expansion of locations, an alternative dependent variable, C_New_Prod hct , the count of new product exports, was also calculated. To measure multinational presence, I created a multinational variable that is a synthetic count of "firms" as defined by each unique combination of the geographic, regime-type, and firm-type identifiers in the data set. For example, mnc2 , was the count of "firms" providing HS8 products within an HS2 industry from city c. However, I do not use mnc2 directly in the estimation, but the counts for the city relative to China overall. Since it is possible that multinational contacts create spillovers that extend across industry lines, as may be the case if they convey country-specific information about 5 Since the count variable is created with reference to the previous year, it is not adjusted to account for trade transactions that ceased in the current year. 6 From year to year, one may observe the introduction of new HS8 product categories. As a result, some offerings of "new" HS8 products may represent an expanded set of categories, for products that already existed. However, the creation of new HS8 categor ies will not represent any problems if the new HS8 categories are created to fo llow newly produced goods.
buyers that is helpful to Chinese sellers of all products, I also created counts of multinational firms by city. Here, mnc, represents the number of "firms" within a city of all industries. To study the effect of multinational presence more generally, I also created a relative measure that compares the multinatio nal firm intensity of a city, compared with total multinational firm presence in China, and defined as: To examine congestion at a simple level, I checked the Provincial data to see whether there was evidence that provincial wages rose with multinational firm activity.
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To see whether the data exhibited any relati onship, I ran a panel regression for Chinese wages that included province fixed effects, and dummies for the years in the sample. In this regression there was no statistical relationship between changes in the number of multinational firms in the province and the average wage for provincial workers in the private sector. This suggests that if multinational firms exerted any effects on Chinese labor markets, the effects were manifested at the city-level, rather than the province-level.
Another implication of search theories of trade is that the benefits of information spillovers from multinational firms may be the most valuable in cases where information is the most important. To think about this issue, Table 5 reports what happens when the data are split into subgroups that may arguably differ in their responsiveness to information.
The first split distinguishes manufacturing investments from nonmanufacturin g investments w ith the idea that manufacturi ng outputs may be more highly differentiated than non-manufacturin g outputs.
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If this is the case, the greater differentiation of manufactured products will cause them to benefit to a greater extent from multinational firm activities. However, when I split the data on this basis, it appears that it is the non-manufacturin g industries that were especially sensitive to variation in multinational firm presence. Of course, it is possible that the association is manifested in the non-differentiat ed manufacturing industries, if the evolution of multinational activity reflected evolving patterns of comparative advantage at the city-level. In this case, multinational activity, and associated exports would move in tandem, since they would both reflect changing incentives related to comparative advantage.
The second distinction I make is between the activities of private Chinese firms in the interior of China, versus those in the coast. Due to the superior economic performance of the coast, it is possible that information was less important for cities in the coastal provinces than it was for cities in the interior. The results that come from estimating the relationships for the coast and interior separately, show that the interior has a more marked response to multinationa l activities on all dimensions, both presence, and scale of foreign multinational export. This suggests that while multinational presence may have been especially helpful in providi ng information, that large-scale multinational operations more quickly overwhelmed the capabiliti es of city-infrastr ucture in the interior locations, and exerted a larger effect on local factor markets.
Discussion
Development economists are especially interested in learning whether the activities of multinational firms enhance economic outcomes for local firms and -191,359 -191,625 -191,353 -191,477 -191,878 -172,120 Observations 
